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M. Chairman and Menbers of the Commttee:

| appreciate the opportunity you have afforded ne to discuss
the electricity pricing abnornalities that occurred in the
M dwest during the week of June 22-26, 1998. This is a topic of
great national inportance as we nove toward el ectric conpetition
because, in the m nds of sone, events in the Mdwest have raised
doubt s about the preparedness of utilities, other market
participants, and regul atory agencies to manage this transition
to conpetition in a manner that protects and serves the best
interests of consuners. | therefore applaud your foresight in
convening this hearing to exam ne these devel opnents and their
si gni ficance.

Today | amprivileged to present to the Commttee and the
public a Federal Energy Regul atory Conm ssion (Conm ssion) staff
report that anal yzes what happened in June and why it happened.
The staff report al so suggests areas that regulators and the
electric industry should study further to hel p prevent such
mar ket abnormalities in the future. This report is the result of
ei ght weeks of information gathering and study by a seven-nenber,

interdisciplinary team of Conmm ssion technical and |egal staff.
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In sum the pricing abnornmalities in June involved prices
for whol esal e power bought and sold on an hourly basis in what is
known as the “spot market”. These dramatic price increases from
t he $25 per negawatt hour (MM) range to as nmuch as $7,500 per
MM on June 25, occurred during a period of very hot weat her when
electricity usage was high and storns had danmaged power |ines and
generating stations. However, despite these tenporary whol esal e
price increases, neither the reliability of the transm ssion grid
nor firmservice to consuners was conprom sed.

Al t hough the particul ar conbination of factors that led to
t he June whol esale price increases is unlikely to recur, neither
the staff teamnor | underestimate the possibility that pricing
abnormalities may occur in the future. June's events in the
M dwest underscore the need for the Conmm ssion, state regul ators,
and the power industry to maintain open comunications, to
col | aborate where appropriate, and take whatever steps they can,
on an ongoi ng basis, to ensure that power markets function
efficiently, fairly, and effectively and that sufficient
generation and transm ssion resources are avail abl e where needed.
This applies not only to the Mdwest but to all regions of the
country as we nove forward in the devel opnment of conpetitive

power narkets.

|. The Cenesis of the Staff Report
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On June 25 and 26, 1998, the whol esale price of electricity
in the Mdwest increased dramatically. Hourly prices for
electric energy rose fromthe $25 per MM range to as nmuch as
$7,500 per MM on June 25. This pronpted several utilities and
power marketers to ask the Comm ssion to hold an energency
conference on the cause of price increases. Sone asked the
Comm ssion to "cap" whol esale electric prices, to arrest the
ability of some market participants to charge market rates, or to
take other drastic actions to restore "normalcy" to the market.
QO hers urged regulatory restraint and argued that there was no
need to rein in the activity occurring in this burgeoning
el ectric market, in which hundreds of marketers and traders now
conpete across the country in part as a result of open access
transm ssi on under the Conm ssion's Order Nos. 888 and 889.

In response to these price increases, | asked ny managers to
create an interdisciplinary team of Conm ssion staff to study
t he questions posed by devel opnments in the Mdwest. (In the
interest of fairness and obtaining information from market
participants, | will not permt these staff persons to
participate in any contested Conm ssion case arising fromthis
set of facts.) The teamwas asked to determ ne how and why the
price increases happened, and whether simlar events are likely
to recur. The principal purpose of the requested study was to
provi de informati on about what happened. This information wl|

hel p the Conm ssi on nmake infornmed decisions on whet her any
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corrective nmeasures or new initiatives are needed as whol esal e
power markets nove from cost-based regulation to conpetition
The Comm ssion al so convened a conference with state regul ators
in Chicago, Illinois, on August 14 to discuss these issues anpbng
ourselves and with diverse industry representatives. The
Commi ssion purposefully did not attenpt to adopt regul atory
remedi es i medi ately for fear of further jeopardizing market
stability. In light of the tendency of Mdwest prices to
noderate after the events of |ate June, that judgnent appears to
have been appropri ate.

The study team nmenbers worked for eight weeks to gather and
anal yze information. They interviewed representatives of
traditional investor-owned utilities, power nmarketers, municipal
utilities, rural electric cooperatives, and the Pennsyl vani a- New
Jersey-Maryl and I nterconnection (PJM. These entities are buyers
and sellers in the Mdwest whol esal e power markets. They include
owners, operators, and users of the transm ssion system The
team al so spoke with representatives of state regul atory
comm ssi ons, Federal agencies, the North American Electric
Reliability Council (NERC), and regional reliability councils.

To ensure frank responses, the identities of responding parties
have been purposely withheld by the team

The team nenbers asked a broad range of transm ssion
providers and marketers for data on their electric energy

purchases and sal es during the week of the abnormal price
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i ncreases. The pronpt responses fromthe utilities and marketers
under the Comm ssion's jurisdiction, as well as from a nunber of
non-jurisdictional entities (such as nunicipal sellers,
cooperatives, and Federal agencies), greatly aided the teanis

inquiry.

1. The Findings of the Staff Report

The information gathered by the team confirned that the June
pricing abnormalities, often called the “price spike," was an
extraordinarily high but relatively short-lived increase in
whol esal e spot market prices. Sone |oad-serving utilities paid
very high hourly prices for some of the electric energy. Those
prices |asted only hours before returning to nore common | evel s,
however. Subsequent to the June price spi ke, except for a
smal ler flare-up in July, Mdwest whol esale electricity prices
stabilized.

As di scussed bel ow, the team found that a conbination of
factors led to the June pricing abnormalities. Sone of the
contributing factors were linked to long-termtrends in the
M dwest. O her factors were short-term phenonena in that market
area. However, as discussed below, the particular conbination of
factors that led to price increases of such nagnitude was quite
unusual and therefore not likely to recur. 1In addition, while

the price increases significantly raised whol esal e energy costs
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for some Mdwest utilities, the market participants protected the
reliability of the regional transm ssion system and w despread
| osses of power were not experienced. The teamdid not find
evidence that firmservice to consuners was conprom sed anywhere
in the Mdwest during the period of the pricing abnormalities.

A. Long-termfactors.

Staff unearthed sonme inportant long-termissues that, if
| eft unaddressed by M dwest nmarket participants, could have
di sturbi ng consequences. The M dwest summer peak demand for
electricity has grown substantially. Additions of new generating
capacity have not kept pace with this increased demand. In
addition, as was the case in the sumer of 1997, substanti al
anounts of nucl ear basel oad generation were out of service in the
M dwest in June 1998. A substantial portion of this |ost
generation was attributable to planned, as opposed to
unschedul ed, outages. These factors are causi ng M dwest
utilities to depend nore and nore on purchases of power from

other regions to neet peak denmands.

B. Short-termfactors.

Anmong the imredi ate and precipitating factors that led to
probl ens in June, weather played a key role. A stretch of
unseasonably hot weat her sent tenperatures well above forecasted

| evel s t hroughout nuch of the M dwest and nei ghboring regions in
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| ate June, pushing electric |loads to near-record levels. In
addi tion, powerful storns danaged transm ssion |ines and shut
down certain generating facilities, further reducing avail able
generating and transm ssion capacity just before weather-rel ated
demand peaked. Because the higher-than-forecasted tenperatures
and storm damage affected a |large area, nmany utilities and other
sellers who normally woul d have sold electric energy to M dwest
utilities were thensel ves confronted by hi gh demand.
Transm ssion constraints al so hindered the novenent of power from
the East to M dwest markets.

The study team al so concl uded that the default by several
whol esal e marketers on contracts to sell electric energy
substantially increased uncertainty in the market about whet her
buyers could find enough electricity as demand increased. Market
partici pants scranbled to secure power so that they would be able
to neet their contractual coommtnents if called upon to do so.

It appears to staff that market participants reacted in a variety
of ways to these unprecedented events. The psychol ogy of the

mar ket during the stresses that prevailed was not (and perhaps
still is not) especially well understood. Sone utilities were
willing to pay very high prices in the spot market to ensure
reliability and to fulfill their service franchise obligations to
their native | oad custoners. Such purchases were usually for

periods of short duration. Nevertheless, as perceived demand for
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power increased and as supply becane nore difficult to find,
whol esal e prices went up unexpectedly and dramatically.

Wiile there were allegations of market manipul ation, the
focus of the report is principally on overall market conditions.
During its eight-week information gathering effort, the team was
unabl e to conclude that the regional pricing abnormalities were
attributable in any neasurable way to m sconduct, self-dealing,
or mani pul ation. However, | want to assure the Conmttee that,
if information concerning violations of Federal |aw cones to the
attention of the Comm ssion, the Commission will diligently
pursue it through its normal conpliance and enforcenent

functi ons.

C. Future Actions.

Wil e the team concluded that the conbination of factors
| eading to the June price increases was unusual and not
representative of how M dwestern whol esale electricity markets
usual ly function, it neverthel ess recommends that the electric
i ndustry and regul ators take full notice and account of the
events and devel opnents that gave rise to the pricing
abnormalities and plan accordingly. The staff team has chosen to
identify issues toward which we mght direct our attention in the
future. It believes that as buyers and sellers gain experience

in conpetitive whol esal e power nmarkets, they will devel op ways to
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acceptably manage their exposure to the risk that severe
operational conditions could lead to dramatic increases in the
price of bulk power at certain tinmes. Based on the factors
contributing to June's problens, the team does not recommend t hat
t he Comm ssion inpose price caps on sellers with market-based
rate authorization. Nor does the staff believe that the facts
requi re the Comm ssion to exclude certain nmarket participants,
for exanple by requiring power marketers to neet standards of
creditworthiness. In sum staff's findings have not |ed the team
to encourage the Conm ssion to do anything that mght interfere
unduly with the operation of the conpetitive market.

The report suggests that the Conm ssion seriously exam ne
key issues, particularly long-termpolicy issues. The team
suggests that the Comm ssion and its staff take the foll ow ng
st eps:

* Mai ntain open comruni cations with state policymkers who

have jurisdiction over transm ssion and generation siting,

NERC (which currently establishes reliability rules for the

i ndustry), and other entities, with respect to how our

respective authorities or organizations can coll aborate to

ensure efficiently functioning power markets.

* Re-exam ne the Commission's nonitoring activity to access

whet her new conpetitive markets are functioning properly.
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* Formalize the Comm ssion's working rel ati onshi ps and dat a-
sharing arrangenents with NERC and the network of control

area operators and security coordi nators.

* Revi ew how to maxi m ze conpliance with Order Nos. 888 and
889 and prevent or redress attenpts to mani pul ate the market
or circunvent the Comm ssion's restructuring of whol esal e

electric markets.

* Consi der devel opnent of real-tinme reporting of the prices
for and availability of whol esale power and interstate

transmn ssi on.

* Pronote the growth of regional entities that would
i ndependently operate transm ssion systens and plan and

coordi nate transmn ssi on.

I11. M Cbservations

The team s report and thoughtful analysis has now been

presented to the Commi ssion for its consideration. 1|, as well as
nmy col |l eagues, wll need tine to digest the full inplications of
the report. | would like to take this opportunity to provide

sone prelimnary observations.
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| agree with the staff report that electricity regulation at

the Comm ssion will require enhanced market nonitoring
capabilities. However, market nonitoring nmust be coupled with
t he devel opnent and enhancenent of narket institutions that
support a conpetitive marketplace. | believe the Conm ssion,
ot her regulators, and the industry have a responsibility to be
proactive in making markets work nore fairly and efficiently.
The need for care and vigilance is inportant not only for the
M dwest region but for all areas of the country.

Sone have suggested that the Conmm ssion should step in and
prot ect whol esale custoners fromcredit risks or price changes.
As a general proposition, |I do not believe that the Conm ssion
shoul d adopt pieceneal neasures that could skew the normal risk
managenent deci si ons bei ng nmade by market participants through
specific negotiated contract provisions. Creditworthiness and
the legitimacy of trading practices are inportant. However, in
t he whol esal e narket where participants tend to be |large, well -
financed, and sophisticated in dealing with one another, no one
is nore capabl e of devel oping risk managenent tools and ot her
trading practices that mnimze exposure to price swi ngs than
t hose participants thenselves. Thus, | believe the Conm ssion
was correct in not precipitously inposing price caps to solve
mar ket abnormalities in June.

We need to recogni ze that the nunmber of bul k power market

partici pants and whol esal e transactions have multiplied
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dramatically as a result of conpetition. For exanple, we now have
nore than 400 whol esal e power marketers. G ven this inportant
dynam c, both regulators and market partici pants are just
| earning how to ensure that markets function snoothly and support
vi gorous conpetition. Unless there are conpelling circunstances,
we should mnimze our interference in the operation of a
conpetitive, fair, and properly structured marketplace. That is
the bottomline but it also suggests the nain question: how do

we assure ourselves of such a marketpl ace?

If we are to avoid the type of price abnormalities that
occurred in the Mdwest, | do not believe that regulators should
stand idly by. The Conm ssion defines as one of its overarching
m ssions the pronotion of conpetitive markets as part of its
obligation to serve and protect the energy-consum ng public.
hope that notion becones bred in the bone. Oder Nos. 888 and
889, now over two years old, have been positive contributions to
that effort. Some of the forces that drove June's pricing
abnormalities were exacerbated by the continued bal kani zati on of
transm ssi on planning and system operations. To cure such
probl ens, regulators need to pronote institutional changes that
support fair and efficient markets on a generic basis. | am
committed to taking steps within the Comm ssion's jurisdiction to
ensure non-discrimnation in the transm ssion of power to buyers

who value it nost and fair generation trading practices. Key to
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this task is greater transparency with respect to transm ssion
avai lability and pricing, generation pricing information, and
real -time information sharing. It is increasingly clear that the
structural separation of control of the Nation's transm ssion

grid generation will be essential to this task in the |long run.

| ndependent transm ssion operators (l1S0Os) or other regional
i ndependent transm ssion institutions, in particular, can assist
i mreasurably in addressi ng many potential market problens.
First, they can operate the transm ssion grid to ensure that
nmonopol y transm ssion owners do not discrimnate in favor of
their own generation over another seller's generation. Second,
they can elim nate pancaked transm ssion rates which sone
custoners have to pay if they want to nove power across one or
nore utility systens. Third, they can better manage transm ssion
congestion, reduce the need for line |oading relief procedures,
and effectively solve short-termreliability problens. | believe
the Comm ssion's strong encouragenent of |SOGs and ot her
i ndependent regional transm ssion institutions is the key to
solving a variety of conplex market issues in ways that take
account of state and regi onal preferences and conditions. These
institutions can help prevent the type of pricing abnornalities
that occurred in June.

| woul d enphasi ze, however, that state regulators and ot her

entities such as NERC play an inportant part in preventing
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extrenme market dislocations. For exanple, states control whether
and where new generation facilities and transm ssion lines are
built through their statutory siting authority. Simlarly, NERC
and the regional reliability councils establish reliability rules
for the industry. Thus, we all need to work together to use our
respective authorities and organi zations to ensure that power

mar kets function efficiently.

I V. Concl usion

We have | earned inportant | essons fromwhat occurred in the
M dwest bul k power market this summer. These events underscore
the need for vigilance by the Conm ssion, state regulators, and
i ndustry groups in nurturing these newy conpetitive markets.
amcommtted, as | believe are ny coll eagues at the Comm ssion,
to doing what is necessary and appropriate, to nove the industry
forward in the devel opnent of conpetitive bul k power narkets.
continue to have great confidence in the ability of conpetitive

mar kets to benefit the American consuner and the econony.

Thank you again for the opportunity to appear before you

today. | will be happy to answer any questions you have.



